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CONDITION B: REVISED PROVISIONS 
Explanatory Note 

A number of companies have agreed amendments to Condition B, which limit the scope 
for Interim Determinations by reducing the number of 'Relevant Changes of 
Circumstance', and which simplify the calculation of revised price limits at an Interim 
Determination. 

The purpose of this note is to describe the way in which the revised provisions in 
Condition B of the Licence will operate in respect of the imposition of new (or changed) 
legal requirements, and to describe the basis on which the adjustment to price limits is 
calculated. 



Licence Provisions 



The revised licence provisions do not change the definition of a legal requirement. 
However, in assessing the costs to be allowed in respect of any new legal requirement, 
or a change in a legal requirement, the Director General of Water Services ("the 
Director") is required to have regard to whether either: 

"the Secretary of State has notified the Director of any 
change of policy, concerning any environmental or water 
quality standards, which has been made since the 
adjustment factor was last determined or 



the Appointee has itself given notice to the Director of the 
application to it of, or any change to, any legal 
requirements, before referring that legal requirement to the 
Director." 



Identification and costing of new, or changed legal requirements 



In considering whether any costs should be allowed in respect of a claimed new legal 
requirement - either at an Interim Determination or to be logged up for a Periodic 
Review - the first question is whether a legal requirement has been applied to the 
company, or an existing requirement changed. Since the Licence amendment does not 
change the definition of a legal requirement, any item previously qualifying as a new 
(or changed) legal requirement would continue so to do. 



The next step would be for the Director to assess whether the legal requirement 
involved costs over and above those already reflected in price limits. Implementation 
of a new policy will frequently take the form of a new or revised notice, consent or 
licence issued by the relevant quality regulator. These will constitute new legal 
requirements and therefore a relevant change of circumstance. In determining whether 
there are additional costs which should result in revised price limits, the Director will 
have regard to whether he has been notified by the Secretary of State of a change in 
policy since the last Periodic Review or Interim Determination, or whether he has been 
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notified by the company of a new or changed legal requirement, and whether, either 
alone or together with others the items covered by the notification have a material 
impact on costs. 

Many new or changed legal requirements will result from a change in policy on the part 
of the Secretary of State or the quality regulators. It is important that policies which 
have a material impact on costs should not be adopted without consideration of those 
costs. 

Where new policy initiatives are being considered (eg by DOE, DWI or NRA ), Ministers 
will often be involved in their formulation and in decisions about their application. At 
the end of that process, the Secretary of State would normally notify the Director of 
the change in policy, and give an indication of any estimated costs. 

In any case where the company believes that a new or changed legal requirement has 
been imposed, whether in consequence of a change in policy or otherwise, it may give 
notice to the Director to that effect. In any case where the Director believes that new 
policy is an issue, he will have the opportunity to raise the matter with the relevant 
quality regulator. 

Reflection of costs in price limits 

If new or changed legal requirements arise between Periodic Reviews, additional 
expenditure to achieve compliance will be eligible for recognition at an interim 
determination, or for logging up to the next Periodic Review, subject to an assessment 
of the reasonableness of the costs. That assessment would be informed by, but not 
constrained by, cost information provided by the Secretary of State. 

In the absence of a new or changed legal requirement, the company will bear the 
business risk if actual costs differ from the levels which were allowed for when price 
limits were last set. 

Basis of Calculation 



The calculation of the revised price limit proceeds as follows: 



the costs associated with any relevant change of circumstance or notified 
item are determined at the general price level applying in the year in 
which the determination is made; the costs therefore include where 
relevant an assessment of changes in prices, in particular for capital 
expenditure, between the current year and the year in which expenditure 
is incurred relative to prices generally. Costs will also be adjusted for 
any change in efficiency; 
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these cash flows are then discounted to 30 September of the year in which 
the reference is made. The basis for determining the discount rate is set 
out in paragraph 13.1 of Condition B; the Director would normally base 
his assessment on the figure used at the last determination of price limits. 
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changing this value only where the available evidence provided strong 
reasons for adopting a different value; 

where the present value calculated in this way exceeds 10 per cent of the 
company’s turnover in the latest published regulatory accounts, price 
limits will be adjusted; 

in determining the additional revenue to be allocated in each year, base 
cash flows are inflated to current prices of the year in which they are 
incurred using an assessment of the average level of RPI for the financial 
year compared with the average for the year in which the determination 
is made. In doing this, the Director would expect to consider a range of 
independent forecasts of future RPI; 

the revenue in each year is then determined as the sum of operating costs 
and other non capital items; depreciation; and a return on capital equal 
to the discount rate multiplied by the appropriate capital value. In 
assessing the depreciation charge, the Director would use asset lives 
which were consistent in pevious years with the company's accounting 
policies as recorded in Regulatory Accounts. 

Where some of the costs arise in years before the first for which price limits are 
changed, the year by year assessment of revenue identified above for future costs is 
increased by an amount which equates to the present value of costs in previous years. 



Office of Water Services 
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CON B WATER & SEW.l. 



WATER INDUSTRY ACT 1991, s.l3(l). 



Modification of Conditions of Appointment of 



Made on 1993. 



Coming into effect on 1993. 



Condition B: Charges 

Parts I - III are unamended. 

Part IV. Interim Determinations 

13. Matters of interpretation and construction which apply for the purposes of this part IV. 
In paragraph 13.1, 

delete the definition of Key Indicators; 

revise the definition of Relevant Change of Circumstance as follows: 

"a "Relevant Change of Circumstance" is any of the following: 

(1) (a) the application to the Appointee of any legal requirement; and 

(b) any change to any legal requirement which applies to the Appointee 
(including any legal requirement ceasing to apply, being withdrawn or not 
being renewed); 

(2) either of the following circumstances for any Charging Year in respect of 
which the Secretary of State, or, as the case may be, the Director, notified the 
Water Authority or, as the case may be, the Appointee that variations in value 
received or expected to be received from Relevant Disposals of Land shall 
constitute a Relevant Change of Circumstance: 
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(a) where for any Charging Year the value received or expected to be 
received from a Relevant Disposal of any Identified Land is, or is 
expected to be, different from the value which the Secretary of State, 
or, as the case may be, the Director, notified the Water Authority or, 
as the case may be, the Appointee was the value attributable to a 
Relevant Disposal of that Identified Land for that Charging Year which 
had been allowed for in determining the Adjustment Factor or whether 
the Adjustment Factor should be changed (and if so what change 

A 

should be made to the Adjustment Factor); or 

(b) where for any Charging Year, and to the extent not taken into account 
under (a) above, the aggregate value received or expected to be 
received from Relevant Disposals of Non-identified Land is, or is 
expected to be, different from the value which the Secretary of State, 
or, as the case may be, the Director, notified the Water Authority or, 
as the case may be, the Appointee was the value attributable to 
Relevant Disposals of Non-identified Land for that Charging Year 
which had been allowed for in determining the Adjustment Factor or 
whether the Adjustment Factor should be changed (and if so what 
change should be made to the Adjustment Factor) 

and so that any notification by the Director for purposes of this sub-paragraph 
(2) shall be relevant for the purposes of this sub-paragraph (2) to the exclusion 
of any earlier notification by the Secretary of State or the Director for the 
purposes of this sub-paragraph (2) to the extent that the first-mentioned 
notification is made in respect of matters in respect of which that earlier 
notification was made. 

For the purposes of this sub-paragraph (2): 

(i) "Identified Land" means any piece or parcel of protected land 
identified in any such notification referred to in (a) above as is relevant 
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for the time being for the purposes of this sub-paragraph (2) as being 
included in that notification, not being, or being part of, a piece or 
parcel of land which has previously been the subject of a transfer 
under paragraph 7 of Condition K; 

(ii) "land" includes any interest or right in or over land; 

(iii) "Non-identified L^d" means any piece or parcel of protected land, 

A 

not being, or being part of: 

(A) a piece or parcel of protected land identified in any such 
notification referred to in (a) above as is relevant for the time 
being for the purposes of this sub-paragraph (2); or 

(B) a piece or parcel of protected land which has previously been 
the subject of a transfer under paragraph 7 of Condition K; 

(iv) "protected land" and "disposal" have the meanings respectively given 
to them in section 189; 

(v) a "Relevant Disposal" means and includes any disposal by the 
Appointee and any transfer under paragraph 7 of condition K; 

(vi) a "Relevant Disposal of Land" means and includes a Relevant 
Disposal of Identified Land and a Relevant Disposal of Non-identified 
Land; 

(vii) "value" includes value of any kind including, without limitation, cash, 
the value of real or personal property or any interest in such property, 
the value of any right or benefit (actual or prospective) and the value 
of any release, in whole or in part, of any obligation or claim, 
provided that to the extent that any property, right or benefit shall 
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consist of a right to receive cash or any other asset then no value shall 
be attributed to that property, right or benefit but the cash or other 
asset the subject thereof shall be included and treated as value received 
or expected to be received in the Charging Year in which it is received 
or expected to be received; 

(viii) references to "value receivedi or expected to be received" shall be 
construed so as to include receipts by, and grants to, the Appointee, 

A 

any Associated Company or any other business in which either the 
Appointee or any Associated Company has a material direct or indirect 
interest; 

(ix) for the purpose of computing "value received or expected to be 
received" in respect of a Relevant Disposal of Land which consists of 
a transfer made under paragraph 7 of Condition K the "value received 
or expected to be received" shall be the value for which that transfer 
is made under that paragraph 7, but so that where that value includes 
a right to receive cash or any other asset then, for the purpose of this 
sub-paragraph, no value shall be attributed to that right but the cash or 
other asset the subject thereof shall be included and treated as value 
received or expected to be received in the Charging Year in which it 
is received or expected to be received; 

(x) in the case of a right or benefit, but subject to the proviso to (vii) 
above, value shall be deemed to have been received at the time the 
right is granted or the benefit arises; 

(3) where, in determining the Adjustment Factor or in determining, in carrying 
out the most recent Periodic Review and making any subsequent Interim 
Determination (or where there has been no Periodic Review, in makir>g any 
Interim Determination), whether the Adjustment Factor should be changed 
(and if so what change should be made to the Adjustment Factor) an amount 
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has been allowed for on account of steps taken or to be taken for the purpose 
of securing or facilitating compliance with a legal requirement or achieving 
a service standard adopted or to be adopted by the Appointee; 

AND 

in any such case as is described above the Appointee has not taken (by the 
date by which it was assumed for the purposes of assessing the amount 

Ik 

allowed for as aforesaid it would take those steps) any or all of those steps 
which, for the purpose of assessing the amount allowed for as aforesaid, it 
was assumed it would take; and 

(A) as a result, the amount allowed for as aforesaid is substantially 
greater than the costs (if any) actually incurred by the 
Appointee for the relevant purpose; and 

(B) that purpose has not been otherwise achieved; " 



Amend the definition of a "Relevant Item" as follows: 

"a "Relevant Item" is any of the following: 

(1) A Relevant Change of Circumstance (other than a Relevant Change of 
Circumstance falling within sub-paragraph (2) of the definition); 

(2) A Notified Item; 

(3) A Relevant Disposal of Land 

and references to a Relevant Item are to a Relevant Change of Circumstance (other 
than a Relevant Change of Circumstance falling within sub-paragraph (2) of the 
definition), a Notified Item or a Relevant Disposal of Land as the context may 
require. " 
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Insert the following after 13.3: 



"13.4 (1) In paragraphs 14.2(8) and 14.2(9) "Base Cash Flows at Current Prices" means 
the amount of any Base Cash Flow which has been adjusted to a price level 
at which the Base Cash Flow has occurred, or is expected to occur. 

(2) In paragraph 14.2(8), "Current Value" means the amount of any Base Cash 
Flow which has been adjusted to take account of the cumulative percentage 

A 

change in the Retail Prices Index since the year in which the Base Cash Flow 
occurred. " 

Re-number original paragraph 13.4 as 13.5. 

In paragraph 13.5, in line 3, delete (5) and insert (2). 

14 References to the Director relating to Notified Items and Relevant Changes nf 
Circumstance 



Revise paragraph 14.1 as follows: 

"14.1 The Appointee may from time to time refer to the Director for determination by him 
(having considered the proposals of the Appointee) the questions set out in sub- 
paragraph 14.2. Such reference shall be made by notice given to the Director, which 
shall be given in accordance with sub-paragraph 14.4. For the purposes of sub- 
paragraph 14.2 a single reference may be made in respect of any number of Notified 
Items and Relevant Changes of Circumstance and sub-paragraph 14.2 shall be 
construed accordingly." 

Revise paragraph 14.2 as follows: 

"14.2 In the case of a Notified Item or where there has been or is to be a Relevant Change 
of Circumstance all of the following: 

6 
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(1) what are, or are likely to be, the costs, receipts and savings reasonably 
attributable to the Relevant Item and also, in the case of a Relevant Change 
of Circumstance falling within sub-paragraph (2) of the definition, the costs, 
receipts and savings reasonably connected with the Relevant Disposal of Land; 

(2) except in the case of a Relevant Change of Circumstance falling within sub- 
paragraph (2) of the definition, to what extent: 

(a) are the costs detennined under (1) reasonably recoverable through 
charges for services provided, functions carried out by, and other 
activities of, the Appointee in its capacity as a water undertaker or 
sewerage undertaker which are not Standard Charges for Basket Items 
(not being Excluded Charges); 

(b) in the case of receipts and savings, is the Relevant Item relevant to 
services provided, functions carried out by, and other activities of, the 
Appointee as a water undertaker or sewerage undertaker which are not 
Basket Items in respect of which the Appointee makes Standard 
Charges (not being Excluded Charges) 

and where it is determined that such costs are reasonably recoverable as 
aforesaid or, as the case may be, that the Relevant Item is relevant as 
aforesaid, either in full or to an extent, then references hereafter to costs, 
receipts and savings reasonably attributable to a Relevant Item are to those 
costs, receipts and savings except to that extent; 

(3) both of the following: 

(a) what costs reasonably attributable to, or connected with, the Relevant 
Item as determined under (1) and what timing of incurring of such 
costs are appropriate and reasonable for the Appointee in all the 
circumstances to incur and programme, or, as the case may be, to 
have incurred and programmed, by reason of the Relevant Item; and 
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(b) what receipts and savings reasonably attributable to, or connected with, 
the Relevant Item as determined under (1) and what timing of such 
receipts and savings is appropriate and reasonable for the Appointee 
in all the circumstances to achieve and programme or, as the case may 
be, to have achieved and programmed, by reason of the Relevant Item 

and for the purpose of determining the separate amounts under (a) and (b), but 
without prejudice to the generality of the foregoing: 

(i) no account shall be taken of: 

(A) any trivial amounts; 

(B) any costs, to the extent that they would have been, or would 
be, avoided by prudent management action taken since the 
transfer date (and for this purpose what constitutes "prudent 
management action" shall be assessed by reference to the 
circumstances which were known or which ought reasonably to 
have been known to the Appointee at the relevant time); 

(C) any savings achieved by management action taken since the 
transfer date over and above those which would have been 
achieved by prudent management action (and for this purpose 
what constitutes "prudent management action" shall be assessed 
by reference to the circumstances at the relevant time); or 

(D) any amounts attributable to matters allowed for in determining 
the Adjustment Factor or in determining, in carrying out the 
most recent Periodic Review and making any subsequent 
Interim Determination (or, where there has been no Periodic 
Review, in making any Interim Determination), whether the 
Adjustment Factor should be changed (and if so what change 

8 



Printed image digitised by the University of Southampton Library Digitisation Unit 



should be made to the Adjustment Factor), except to the extent 
that such amounts otherwise fall to be taken into account as 
amounts reasonably attributable to, or connected with, the 
Relevant Item under this sub-paragraph (3) and sub-paragraph 
(1) by virtue of the definition of a Notified Item and a Relevant 
Change of Circumstance; and 

(ii) in the case of a Relevant Change of Circumstance falling within 
sub-paragraph (1) of the definition, regard shall be had to 
whether either: 

(a) the Secretary of State has notified the Director of any 
change of policy, concerning any environmental or 
water-quality standard, which has been made since 
Adjustment Factor was last determined or 

(b) the Appointee has itself given notice to the Director of 
the application to it of, or any change to, any legal 
requirement, before referring that legal requirement to 
the Director under sub-paragraph 14.1; 

(4) having determined under (3) the separate amounts of costs and of receipts and 
savings in respect of each Relevant Item, what are the annual cash flows 
thereof (costs being netted off against the amount of receipts and savings for 
this purpose) over each Charging Year included in the timing determined 
under (3) (those annual cash flows being hereinafter referred to as "the Base 
Cash Flows"); 

(5) what is the annual aggregate of: 

(a) one half of the Base Cash Flows in respect of Relevant Changes of 
Circumstance falling within sub-paragraph (2) of that definition; and 
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(b) the Base Cash Flows in respect of all other Relevant Changes of 
Circumstance and Notified Items 

in both cases the subject of the notice or notices under sub-paragraph 14.4 or 
paragraph 15; 

(6) what is the Net Present Value of the amounts determined under (5) calculated 
up to the start of the first of the Charging Years for which the next Periodic 
Review falls to be carried out (having regard to any Review Notice or 
Reference Notice which has been given at the time when the reference is 
made) and what is the aggregate of those Net Present Values ("the 
Materiality Amount"); 

(7) is the Materiality Amount equal to or does it exceed ten per cent of the 
turnover attributable to the Appointed Business in the latest financial year for 
which accounting statements have been prepared and delivered to the Director 
under Condition F, as shown by those accounting statements, and for this 
purpose where the Materiality Amount is a negative figure it shall be treated 
as though it were a positive figure; 

(8) if so, for each year ("the relevant year") until the first of the Charging Years 
for which the next Periodic Review falls to be carried out (having regard to 
any Review Notice or Reference Notice which has been given at the time 
when the reference is made), 

(a) what are the following amounts: 

(i) all Base Cash Flows at Current Prices attributable to the creation or 
acquisition of depreciable assets ("Allowable Capital Expenditure"); 
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(ii) all Base Cash Flows at Current Prices attributable to the creation or 
acquisition of non-depreciable assets ("Allowable Infrastructure Asset 
Expenditure"); 

(iii) all other Base Cash Flows at Current Prices ("Other Allowable 
Expenditure"); 

(iv) the Current Value , of the sum of all Allowable Capital Expenditure 

* 

occurring up to and including the relevant year, divided by the 
weighted average expected life of the assets attributable to that 
Allowable Capital Expenditure at the time those assets were or are 
expected to be created or acquired; 

(v) the Current Value of the sum of all Allowable Capital Expenditure 
occurring up to and including the relevant year less the Current Value 
of the sum of all Allowable Depreciation occurring up to and including 
the relevant year ("Allowable Net Asset Value"); 

(vi) the Current Value of the sum of all Allowable Infrastructure Asset 
Expenditure occurring up to and including the relevant year 
("Allowable Infrastructure Asset Value"); 

(vii) the Appropriate Discount Rate, adjusted so as to exclude any 
allowance for changes in the Retail Prices Index, multiplied by the sum 
of; 

A. the Allowable Net Asset Value for the relevant year; and 

B. the Allowable Infrastructure Asset Value for the relevant year; 
(the "Allowable Return"); and 



11 



Printed image digitised by the University of Southampton Library Digitisation Unit 




what is the sum of: 



(b) 

(i) Other Allowable Expenditure; 

(ii) Allowable Depreciation; and 

(iii) the Allowable Return; 

(the "Annual Allowable Amount"); 

(9) what change to the Adjustment Factor over the period until the first of 
the Charging l^ears for which the next Periodic Review falls to be 
carried out (having regard to any Review Notice or Reference Notice 
which has been given at the time when the reference is made) (the 
"Relevant Period") is most likely to allow, or, as the case may be, 
require, the Appointee to make such charges over the Relevant Period 
("Adjusted Charges"), in such a manner as to secure that the 
increase, or, as the case may be, decrease, in revenue attributable to 
the making of Adjusted Charges would, in each year of the Relevant 
Period, be equal to (i) the Annual Allowable Amount for that year, 
plus (ii), where Base Cash Flows at Current Prices have occurred prior 
to the first year of the Relevant Period, the amount which, calculated 
as a constant annual amount over the Relevant Period, would result 
in the sum of the Net Present Values of these amounts equalling the 
sum of the Net Present Values of the Annual Allowable Amounts for 
each of the years prior to the Relevant Period. " 

Delete 14.3. 

I C R Byatt 
Director General 
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